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I. INTRODUCTION
Until just over a decade ago, the institutional structure of financial regulation and supervision was not considered a topic worthy of extensive policy debate, or even one that should warrant much academic attention (Goodhart, 2002) . In the past decade, this perception has changed radically, as more and more countries have reviewed their supervisory structures and, in some cases, have embarked on extensive institutional changes. While the restructuring wave took off in advanced economies, it has since reached most corners of the world. Several middle-and low-income countries (MICs and LICs, respectively) have revisited their supervisory structures as well in recent years. 2 The reform debate is very often cast as a choice between either separate supervisors for each of the main industry sectors, or the creation of a unified supervisory agency, i.e., one that combines the responsibility for the regulation and supervision of the banking, securities insurance, and other nonbank financial institutions (NBFI) sectors in a single organization. The latter model of regulation was pioneered in Scandinavia during the late 1980s and attracted wider international interest following its adoption in the United Kingdom in the late 1990s. It has since been taken up by a number of countries with widely different financial systems.
Three main justifications have been advanced for creating a unified regulatory agency. 3 The first is that unification is necessary to ensure the effectiveness of regulation and supervision, given the convergence of the previously distinct banking, securities, and insurance sectors. This convergence has been stimulated by the emergence of financial conglomerates (the "industry change" argument). The second is that it is possible to achieve economies of scale in regulation, particularly in small countries or countries with small financial systems, and, thus, to achieve regulatory goals more cost-effectively (the "economies of scale" or "small economy" argument). Thirdly, unified supervision is also sometimes adopted as a measure to build supervisory capacity. What we will call the "institutional strengthening" argument is heard most often as part of the response to a financial crisis, the intention being that institutional change can be used as a way to break down entrenched interests, cultures, and work practices that are believed to have contributed to the crisis in the first place.
In addition to these three main arguments, other factors have also been at work in the trend toward restructuring supervisory institutions. For example, within the euro zone, the transfer of monetary policy functions to the European Central Bank left national central banks with an opportunity to redefine their role with respect to financial regulation and financial stability more generally. Some have done this by adding other regulatory responsibilities to their traditional banking supervision function.
Finally, another factor behind some recent revisions of institutional structures has been simply that it has become fashionable to do so. Because unified regulation has been adopted in several of the most advanced financial markets, it is tempting to engage in reform merely to be seen as being part of the current trend. Thus, the decision to adopt unified regulation can be taken without considering the appropriateness of this model for the circumstances of a particular country. In some cases, the idea that regulatory reform is necessary because it is the trend in other countries can be used to provide cover for less high-minded motives for embarking on institutional reform, such as the desire by some finance ministries to obtain greater control over financial regulation by wresting it from the hands of the central bank.
At the end of 2004, 29 countries had adopted the unified supervisory model, while an additional 22 countries had restructured around at least one multi-sector supervisor (see Courtis, 2005 and Čihák and Podpiera, 2006) . Thus, the reform debate has become richer than the bipolar choice (unified versus separate agencies), and countries are considering a wider range of institutional forms with varying degrees of central bank involvement in regulation. 4 Moreover, even within the model of unified supervision, there is scope for some variation. The "FSA model" represents one type of arrangement (no central bank involvement), but a variety of different structures has seen the daylight-including the Irish unified regulator as a subsidiary of the central bank and the Singaporean model of locating all financial regulatory functions within the central bank.
This paper contributes to the restructuring debate in a part of the world that has only received partial attention to date, but which introduces a number of important new dimensions and challenges to the debate-sub-Saharan Africa (SSA). The new dimension can be characterized as the growing systemic significance of a number of NBFIs (more specifically, deposit-taking NBFIs) that have hitherto remained unregulated. The main challenges include (i) the presence of severe capacity constraints in most SSA countries; and, related to this, (ii) the need to preserve a role of significance for the central bank in financial sector supervision of SSA. In many developing economies, only the central bank has the financial resources and budgetary independence to ensure that regulation is adequately funded. Moreover, developing economies are typically more prone to periods of financial instability than advanced countries. Hence, there is a premium in keeping the central bank involved in the regulatory process. Both factors will play a crucial (and constraining) role in the design of an appropriate supervisory structure.
The structure of this paper is as follows. The next section reviews the three main strands of argument in favor of a unified supervisor. Section III reviews key characteristics of SSA's financial systems and supervisory structures, and derives the arguments for aligning supervisory structures with country needs from those characteristics. Section IV presents an analytical framework for establishing supervisory structures. Regulatory scope and intensity are used as two key tools in a strategy to develop a supervisory structure tailored to the needs of an individual country. Section V reviews the pros and cons of a number of stylized models based on this framework. Section VI presents the conclusions.
II. REVISITING SUPERVISORY STRUCTURES-WHAT ARE THE ARGUMENTS?
This section briefly reviews the main arguments that have been used to justify the reform of institutional structures of regulation in the past decade and a half.
A. The "Changing Structure of the Financial System" Argument
The primary factor behind the consolidation of Scandinavian regulatory agencies-where it all began during the late1980s-was the growing importance of financial groups that combined banking and insurance activities. Banking supervision had not been a central bank responsibility in any of these countries before, and the combination of previously separate banking and insurance commissions seemed to be a natural step in response to these industry trends. 5 In the Scandinavian countries, therefore, the creation of unified regulatory agencies was driven by market developments and was mainly an attempt to ensure that regulation remained effective in light of them (Taylor and Fleming, 1999) .
The argument that the institutional structure of regulation needed to be adapted to the changing nature of the financial industry was also influential in Australia and Britain, where the existing role of the central bank in banking supervision did spark an active public and academic debate on the need for regulatory reform. In Australia, the "industry change" argument formed a major justification for the recommendations on the organizational structure of regulation made by the Wallis Commission (1996) . Australia has subsequently moved to a type of "twin peaks" structure, 6 where responsibility for regulation is divided between agencies specializing in prudential supervision on the one hand-the Australian Prudential Regulatory Agency (APRA)-and consumer protection and market regulation on the other (the Australian Securities and Investments Commission).
In Britain, the creation of the Financial Services Authority (FSA) took place without extensive public discussion, although there had been an active debate on the need for regulatory reform for several years before. 7 In this debate, the Bank of England had stressed the need to keep monetary policy making and banking supervision in the same body which, it argued, enabled the sharing of market intelligence and led to some important synergies.
8 On the opposite side of the argument, however, was the claim that regulatory reform was necessary to reflect the new reality of the financial sector.
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In both Australia and Britain, the main argument advanced in favor of unification was that the formation of financial conglomerates necessitated a financial regulatory structure that could adopt a "group-wide perspective" on the risks that they incurred. The aim was to create a regulatory agency that was capable of reviewing the activities of these groups in the same way as group management, without being constrained by legal form. Institutionally-based regulation was also seen as a constraint where a "blurring of boundaries" had occurred between different types of financial products, for example, the development of deposit products with returns linked to the performance of a stock index, or credit derivatives which have some insurance-like characteristics.
In both Australia and Britain, the position of the central bank was a key factor in the outcome of the debate on regulatory reform. Both were initially opposed to losing the responsibility for banking supervision. However, once the respective governments had made the decision to embark on regulatory reform, both central banks fell in line with it and made considerable efforts (such as the transfer of key staff members) to ensure that the new agencies could be fully effective. Their acceptance of the decision was in part due to the fact that in both countries it was made by a government with a strong and relatively recent electoral mandate, and followed an extensive public debate in which the central bank itself had been a participant.
B. The "Economies of Scale" Argument
A second strand of justification for the creation of unified regulatory agencies was what has been called the "economies of scale"-or "small country/financial system"-argument. This justification had a number of different dimensions. In the first place, it was argued that centralizing regulatory functions and activities could permit significant gains from economies of scale through the development of joint administrative, information technology (IT), and 7 After the FSA's creation, there was a robust defense of the unified regulator model from within by Briault (1999) and by its first chairman, Sir Howard Davies, in numerous speeches. 8 For similar arguments, see Peek, Rosengren, and Tootell (1999) . 9 The main academic contributors to the UK debate were Goodhart (1995) , Taylor (1995 Taylor ( , 1996 , and Goodhart (1998b) . Among the supporters of reform there was, however, an important difference between those who argued that all financial regulatory activities should be combined in a single agency, and those who argued in favor of an Australian-style "twin peaks" model that separated prudential from consumer protection regulation.
other support functions. In addition, it was also argued that it would assist in the recruitment and retention of suitably qualified regulatory personnel, who might perceive that the career opportunities available to them in a unified regulatory agency would be significantly greater than in a series of specialist agencies. Finally, it was also argued that it would permit the regulatory authority to achieve efficiencies in the deployment of staff with rare intellectual capital.
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This justification was most influential among the Scandinavian countries, since they needed to maximize their use of scarce human resources to ensure that regulatory functions were performed adequately (Taylor and Fleming, 1999) . A single regulatory agency permitted scale economies to be attained with regard to the gathering and use of know-how in specialist areas, and in the development and improvement of supervisory methods, while also permitting the Scandinavian countries to participate fully in international regulatory forums.
11 Taylor and Fleming (1999) also noted that a unified regulatory authority was not the only possible response to the "economies-of-scale" argument. The Finnish model, for instance, in which the banking and securities regulator was a separate legal entity with its own board, but whose staff, IT, and administration services were provided by the central bank, was also designed to provide scale economies.
C. The "Institutional Strengthening" Argument
The creation of a single regulatory agency can also be used as a mechanism for strengthening regulatory capacity and for improving the effectiveness of regulation. This argument, which appears to be particularly applicable to small, emerging economies, did not receive much attention in the early "unification" literature, although it was, perhaps, implicit in some cases. The creation of Sweden's unified regulator, the Finans Inspektionen, took place in the aftermath of a banking crisis that had revealed the need to strengthen supervisory capacity. In Finland, by contrast, the response to a banking crisis was not to create a fully unified regulatory agency, but to strengthen the links between the bank regulator and the central bank. It should be noted, however, that the reforms in both countries mainly reorganized capacity but did not significantly add to it.
Since the turn of the present century, the argument that a unified regulatory agency can be used to build regulatory capacity has been heard more frequently, particularly in the aftermath of a financial crisis. The most prominent examples are the Republic of Korea and Indonesia. 13 Among the factors that have been claimed to have contributed to weak supervision prior to the emergence of banking crises are (i) entrenched bureaucratic interests that prevent the emergence of independent and effective regulation (especially if this would mean interfering with other government policy objectives, such as directed lending); and (ii) regulatory capture by the industry, thus leading to inadequate enforcement of prudential regulations. Both can be seen as a consequence of inadequate agency independence (Quintyn and Taylor, 2003) . Thus, the common thread in this line of argument is that for regulation to be effective it needs to be performed by an agency with a clear mandate and strong enforcement powers and which is insulated from both industry and political pressures. In consequence, it is argued, underfunded, understaffed, and politically compromised agencies need to be replaced by a strong and credible regulator with sufficient bureaucratic clout of its own to withstand vested interests.
The Republic of Korea provides an example of this motivation for establishing a unified regulatory agency. The Financial Supervisory Commission (FSC) was established in April 1998 and the Financial Supervisory Service (FSS) in January 1999. The former was created to act as an integrated supervisory agency for all types of financial institutions and markets, while the latter was established to function as its executive arm. Although they are formally separate, the two agencies are supposed and expected to operate as a single supervisory authority. 14 13 In Indonesia, the government published plans to establish the Otoritas Jasa Keuangan (OJK), a single regulatory agency for the financial services sector. In the event, implementation had to be considerably delayed owing to the extensive legislative and administrative preparations that were needed. The wide disparity in terms of the level of regulatory capacity among the potential constituent agencies of the OJK was seen as particularly problematic.
Establishing a unified regulator is not the only way to deal with the issues of regulatory capacity, and it does not necessarily lead to a more independent agency. For example, the Japanese Financial Services Agency (JFSA) was created in the wake of the serious banking problems that emerged in Japan during the late 1980s and early 1990s, in part to provide more independent and effective regulation than had been possible under the Ministry of Finance (MoF). In consequence, the MoF's supervisory responsibilities were transferred to the JFSA. 15 The JFSA's activities have been widely credited with leading to substantial improvement in the financial condition of the banking system during the present decade, but this has been the result of its greater political clout rather than greater independence (see Quintyn, Ramirez, and Taylor, 2006) . The JFSA acquired greater political influence by being placed directly under the prime minister's office, while the chairmanship of the JFSA also became a high-profile political appointment.
These examples suggest that while the process of institutional reform provides an opportunity to establish a stronger and more independent regulator, it does not inevitably lead to this result. Abrams and Taylor (2000) strongly argue that supervisory restructuring also needs to cover other aspects, including clear objectives; agency independence and accountability; adequate resources; effective enforcement powers; comprehensiveness (i.e., the avoidance of gaps in the jurisdiction of regulatory agencies); and cost effectiveness.
16 These factors can be considered independently of the case for or against unification. In fact, the structure of supervision is only a means to an end, not an end in itself-or as Mwenza (2004) puts it, "a second order discussion." In fact, focusing on issues of regulatory structure can often distract from the more essential, but less dramatic, business of improving the quality of supervision.
The key question for emerging markets is whether reform of regulatory structures can be used as an opportunity to build supervisory capacity. This consideration needs to be paramount in deciding to embark on regulatory reform. Thus, for an emerging market country, structural reform plans need to be combined with capacity-building measures. Without the latter, they will be merely cosmetic changes.
regulatory regime in effect turned into a hierarchical system headed by MOFE (Kim and others, 2002) , among others, because the latter retained the sole power to initiate legislation.
III. FINANCIAL SECTORS AND THEIR SUPERVISION IN SSA
In recent years, there has been a growing interest in reforming supervisory structures among the countries of SSA, especially those MICs with comparatively more developed financial systems. Some of them have already embarked on reforms. South Africa unified NBFI supervision in the 1990s and now has a bi-polar supervisory system, with banking supervision housed in the Reserve Bank of South Africa. However, Bezuidenhout (2004) noted that the structure remains the subject of public debate and could be subject to revision at some point in the future. Mauritius established a unified NBFI supervisor in 2000. Nigeria has had a bi-polar system for a number of years, with bank and pension fund supervision in the central bank, and insurance and securities supervision in a separate agency. Zambia regrouped supervision in three institutions-the central bank (responsible for banks, building societies, and bureaux de change); the Securities and Exchange Commission; and the Pension and Insurance Authority (established in 1997). Namibia is in the advanced stages of implementing a NBFI regulator, and other countries are contemplating modifications to their supervisory structure (Botswana, Malawi, Rwanda, Swaziland, and Uganda).
In addition to the relatively more developed nature of the financial systems of many of the early reformers (such as Botswana, Mauritius, and Namibia), another common factor has been the association of several among them with SADC (Southern African Development Cooperation). SADC's goal of harmonizing cross-country financial sector legislation has prompted the individual members to focus on their supervisory structures.
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Thus far, no significant developments have taken place in central or western Africa. However, if current financial sector trends continue in low-income SSA, the search will intensify for an alignment of the structure with the country's needs and the MIC experiences could provide useful lessons. This section starts with an overview of the financial systems in SSA and of the present financial sector supervision structures. It concludes with some comments on how the arguments for supervisory alignment in Africa fit into the broader picture presented in the previous section.
A. Key Facts and Trends in Financial Sector Development
Sub-Saharan Africa and, in particular, its LICs, are home to some of the least developed financial systems in the world. 18 The range of institutions is narrow, access to (even basic) financial services is still low and informal systems remain a major source of credit for large parts of the productive sector. The current decennium signals some positive developments, although at a slow pace. While some of the MICs show higher levels of development, they are still relatively less developed than their counterparts elsewhere in the world.
Key features of financial sector development in SSA relevant to the purpose of this paper include:
•
The level of financial development, which remains low, with M2/GDP at about 27 percent in LICs and just over 55 percent in MICs (including South Africa). 19 On the positive side, these and other indicators have shown a marked increase since the 1990s.
• All systems are bank-dominated (Table 1) . In most countries, banks cover close to 90 percent of financial system assets. 20 Insurance sectors are very small throughout and securities markets are nonexistent, or in their early infancy. NBFIs and microfinance are growth sectors, in particular in middle-income SSA, albeit from a low base.
• As a result of the opening up of domestic systems to foreign banks in the 1990s (for most countries), several banking systems now have a relatively strong foreign-bank presence. In the low-income group, their presence amounts to 40 percent of total bank assets and 60 percent in MICs.
• Partly mirroring the above development, the presence of state-owned banks has declined steadily during the past decade-and-a half. In low-income SSA, they do not represent more than 20 percent total bank assets and no more than 10 percent in middle-income countries.
• The sector of NBFIs contains a wide variety of institutions in English-speaking SSA (deposit-taking NBFIs, insurance companies, pension funds, finance and leasing companies, merchant banks, mortgage finance, and consumer credit companies). In general, these sectors are still small with a few exceptions. However, in several countries they have started to grow and show potential to raise the level of financial services.
• Among the NBFIs, the importance of deposit-taking NBFIs is on the rise. Microfinance is becoming a key vehicle to provide the poor and rural groups access to organized finance in several countries. Governments and NGOs alike are fostering this development. Some of the microfinance groups accept deposits and provide a range of financial services. Credit cooperatives are increasing their significance as 19 Middle-income countries include Angola, Botswana, Cape Verde, Equatorial Guinea, Gabon, Mauritius, Namibia, Seychelles, South Africa, and Swaziland. According to the World Bank rankings, low-income countries have a GNI per capita of US$825 or less, and lower-income countries have a GNI per head between US$826 and US$3,255. 20 In some countries, such as Angola, Chad, Congo DR, Equatorial Guinea, Eritrea, Guinea Bissau, Liberia, and Sao Tome and Principe, they cover 100 percent of the officially registered sector. These countries are not listed in Table 1 . It should be noted that the registration of, for instance, microfinance institutions is just beginning in several countries.
providers of (basic) financial services in a number of countries. Both sectors are increasingly attracting deposits from the informal sectors. A detailed overview of supervisory structures is provided in Table 2 , with a summary overview in Table 3 . The following are some key observations:
• Central banks are the dominant supervisors for banks in SSA. The legacy of the colonial powers is visible: countries with a British tradition typically house bank supervision in the central bank, while most former French colonies established bank supervision in a separate agency.
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• Central banks are also often called upon to organize supervision for deposit-taking NBFIs as a natural extension of their bank supervisory responsibility. In more than half of the countries in the sample, the central bank has some responsibility in supervising this group of institutions. As a logical consequence, the same is happening with respect to microfinance. Some countries are well advanced in supervising these institutions, while in others, central banks have been recently assigned the regulatory and supervisory responsibility over microfinance institutions, and are trying to develop capacity in this area (taking stock of the sector, defining the institutions that should be supervised and establishing the regulatory and supervisory framework).
In several cases, the supervisory responsibility of the central banks goes further than banks and other deposit-taking institutions, making the central bank the dominant supervisor. For instance, in Nigeria and Uganda (recently, and meant to be temporarily) the central bank is also the pension fund supervisor; in Mozambique, the stock exchange supervisor; and in Swaziland the insurance supervisor. 23 More generally, in a number of cases the central banks seem to be the supervisor-bydefault, given the lack of capacity outside the central bank. In 10 countries, the 21 Evidence from BCPs (to be completed). 22 In the Economic and Monetary Community of Central Africa (CEMAC) and the West African Monetary Union (WAMU), banking supervision is established at the regional level. 23 The solution in Swaziland is also supposed to be temporary until capacity has been built to establish a separate NBFI regulator. central bank supervises each sector that is in existence, or that is considered important enough to be regulated; and 1/ In many cases, the listed supervisor for other deposit-taking institutions, insurance companies, and pension funds is often just a registrar without supervisory functions. Blanks mean no supervisory functions.
• 
C. How Does the Emerging SSA Debate Fit into the Broader Debate?
The weaknesses in regulation and supervision, and in the supervisory structures in SSA, in combination with the growth of financial systems, make a strong case for reforming regulatory structures. The need to address the shortcomings is particularly pressing in light of the argument made by Goodhart (1998a) that, among all groups of countries, developing countries are most in need of effective (banking) supervision, given several specific issues that make them prone to financial instability, such as weak legal systems, lack of accounting standards and practices, and a lack of financial instruments and markets to hedge financial risks.
The starting point for reform of supervisory structures in SSA countries is very different from that of the advanced economies, or most other MICs. Not only do countries of SSA have comparatively weak regulation of the dominant banking sector, but regulation and supervision of several nonbank sectors that are gaining significance is even weaker or nonexistent. Some of these sectors may soon assume a systemic importance, and, hence, will need regulatory attention. Therefore, rather than aligning existing supervisory structures with new needs, the debate in the SSA needs to be about how to start a supervisory structure from scratch for some sectors, and how to prioritize the extension of regulation to these sectors, given limited resources.
It follows from the above observations that any institutional reform will need to be part of a broader package of measures designed to build effective regulatory capacity. Institutional change should support the foundations upon which regulatory and supervisory capacity can be built and flourish. In addition, given the current state of development of SSA financial sectors, any new supervisory structure needs to be built in a forward-looking manner, i.e., be flexible to adapt to new needs and developments and to provide the basis for the regulation of new financial sectors and sub-sectors as and when they become significant.
These considerations imply that the "institutional strengthening" argument for regulatory reform is particularly relevant to the countries of SSA. This argument goes hand in hand with the "economies of scale/small country" argument. Most, if not all, SSA countries have small financial sectors and cope with a lack of skilled professionals in the sector, including in oversight functions. Hence, the argument to pool scarce supervisory resources in one or a limited number of agencies comes to the fore as a very strong one.
By contrast, the "industry structure" argument does not apply under the current circumstances in any of the SSA countries. 24 Financial systems in SSA are likely to remain bank-dominated for the foreseeable future. In addition, as Llewellyn (2006) points out, in most sub-sectors the core business is expected to dominate the institutions' activities for a long time, and these lines of business are expected to continue to differ sufficiently, so that the "blurring boundaries" argument in favor of a unified supervisor remains weak.
In sum, the economies-of-scale argument in the case of SSA seems to argue in favor of a structure that allows for synergies and flexibility to take into account the scarce resources/limited capacity problems. However, it does not necessarily follow that the fully unified regulator-model, separate from the central bank, represents the most appropriate way of achieving the objectives. The absence of financial conglomerate groups suggests that a single regulator is not necessarily the best or only response. Some creativity in institutional design will be needed and the next section tries to provide inputs into this process.
IV. AN ANALYTICAL FRAMEWORK FOR SHAPING SSA'S SUPERVISORY STRUCTURES
Chandler's statement that "Structure follows strategy" is particularly applicable to the design of financial sector supervision in SSA-or LICs more generally-in which the first step needs to be the development of a "regulatory strategy" to prioritize sectors that need a supervisory framework and to determine the intensity with which these sectors should be supervised. Regulatory structures, in turn, need to follow this strategy in a way that will allow a flexible response to future developments in the financial systems. Such a strategy also needs to take into account the ubiquitous issue of capacity constraints, which, in many ways, is the crux of the regulatory problem in the SSA. Any strategy should also take into account the need to keep the central banks involved in the supervisory process for reasons that we will examine shortly.
A. Capacity Constraints
Capacity constraints are major hurdles for any reform in SSA. Supervisory agencies in most SSA countries lack skilled and trained staff, as well as the equipment and infrastructure to conduct on-site inspections and off-site supervision. Salary scales are typically low, making staff retention a major challenge because, once trained and proficient, staff is easily lured away by higher paying commercial banks or other financial institutions.
In addition, supervisory skills must continuously evolve in response to industry trends. In recent years, the widespread adoption of risk-based supervision, combined with ever more complex banking regulations and supervision (including the emerging Basel II framework) has placed a premium on the constant upgrading of supervisory skills. Thus, countries that are unable to provide the right incentives to attract and retain suitably qualified supervisory staff run the risk of falling ever further behind supervisory practices in the rest of the world.
The design of supervisory structures will have to take into account these capacity constraints for the foreseeable future. Capacity constraints clearly argue against setting up (new) separate agencies for each segment of the system, as this would result in a spreading of resources too thinly across several different regulatory bodies. It also calls into question plans that would merely "upgrade" or strengthen existing separate agencies. Faced with capacity constraints it is crucial to pursue economies of scale.
The issue of institutional design has also implications for the ability of the regulatory agency or agencies to attract and retain suitably qualified staff (for example, by providing them with a career ladder) and the incentive structures faced by regulatory personnel. Finally, capacity constraints also argue for retaining a role for the central bank in the supervisory process as one of the better-resourced institutions in most countries.
B. The Role of the Central Bank
In the specific case of SSA, there are some strong arguments for central banks to remain involved in financial sector supervision. These arguments tend to outweigh the standard arguments in favor of the separation of monetary policy and supervision, at least at the current stage of development in SSA. In line with Goodhart (2002) , 25 we see three major arguments for keeping the central bank involved in the regulatory process.
First, it can reasonably be expected that the banking sectors will remain the dominant segment in the financial systems in the foreseeable future. Moreover, as Table 2 shows, the central banks are currently responsible for banking supervision in a large number of countries. This role is partly the result of historical factors, but also reflects the synergies between banking supervision and monetary policy, which are particularly important in bank-dominated financial systems. There are also important informational advantages in keeping banking supervision and monetary policy in the same institution, as the information collected for the two functions overlaps to a great extent. Hence, the combination of the synergies between monetary policy and banking supervision, and the expectation that banks will remain dominant justifies a continued supervisory role for the central banks.
Second, developing economies are more prone than advanced countries to periods of financial instability or even financial crises. This places a particularly high premium on the strength and effectiveness of crisis management arrangements. The central bank is an indispensable part of these arrangements, both because of its traditional lender-of-last-resort function and also because it often possesses the greatest expertise in the financial sector. Most ministries of finance lack the skilled and experienced staff needed to take on a lead role in crisis management. By contrast, there is a greater likelihood that, if these resources are to be found anywhere, they are to be found in the central bank. Thus, keeping a meaningful role for the central bank facilitates coordination at times of crises-including an easier collection and exchange of information-and increases the likelihood that high-quality staff can be hired and trained.
The third, and arguably the strongest, reason is that in many developing countries, central banks are often one of the few reputable institutions with a reasonable degree of independence from the political process and also from commercial interests. Several advantages come with this reputation and independence.
• Typically, only the central bank has the financial resources and budgetary independence to ensure that regulation is adequately funded. The alternative is to have the regulatory agency funded by an appropriation from general government revenue, an approach that is almost universally a recipe for ensuring that the regulator lacks the resources necessary to perform its tasks with appropriate independence and professionalism. The approach used in several advanced markets in which the regulator is funded by a levy on the regulated industry remains impractical for many small, developing economies. Their financial sectors often lack the profitability to be able to support a direct levy of this type and, in many cases, it would risk leaving the regulator dependent on a handful of large and politically influential institutions for its main revenue source.
• Their status allows them to attract and retain the best staff, and pay salaries at close to market levels, which creates a virtuous cycle with higher-quality staff leading to higher credibility for the institution, which in turn strengthens its independence. Despite lingering problems with independence and staff quality in some countries, the central bank is very often the only agency in a country that brings these qualities together. So, establishing a new agency that is properly funded and has the same quality of staff, and enjoys credibility and independence, will, in most cases, be a very challenging undertaking. Mwenda's (2004) analysis of the new supervisory agency in Zambia clearly attests to these problems. Among the main problems, he cites the fact that the Pension and Insurance Authority has no political or budgetary autonomy and that its staff has no legal immunity. These features put the agency in a weak starting position and will make it very hard to bring its regulation and supervision to the level exercised by the central bank.
• If banking supervision remains a central bank responsibility for the above reasons, the central bank can also reap some scale-and-scope economies if some other sectors with bank-like features are also brought under its supervisory umbrella.
• From a practical point of view, few developing countries can afford the creation of another agency with the same quality level and independence as the central bank, or more broadly, cannot afford a complex and costly regulatory system. 26 Hence, there are few realistic alternatives to providing the central bank with a role in banking supervision in many developing countries, and its role may need to be extended to cover other sectors and sub-sectors, if other credible regulators are difficult to create.
In the case of SSA, these arguments for keeping the central bank in the supervisory process seem to outweigh the often-cited drawbacks of keeping monetary policy and supervision under one roof. Even in advanced economies, the arguments for and against separation are finely balanced (see, among others, Goodhart and Schoenmaker (1995) for a summary of the main arguments for and against), but the additional factors in the SSA are sufficient to tip the balance in favor of the central bank taking on responsibility not only for banking supervision, but perhaps for (at least) a number of other sectors as well.
C. Regulatory Strategy: Scope and Intensity
A response to the capacity-constraint problem is to prioritize the need for regulation of the various segments in the financial sector. For example, if a segment is small, undeveloped, and showing little sign of growth, it may be a more efficient use of scarce resources to first regulate other segments that are more significant for financial system stability. The process of prioritization requires an analytical framework, which we refer to as a "regulatory strategy." In effect, a regulatory strategy is analogous to a risk-based approach to supervision, in which attention and resources are focused on those individual institutions considered to represent the highest risk. In the case of a regulatory strategy, the focus is on segments of the financial system rather than individual institutions, but the basic principle is the same.
In developing a regulatory strategy, two issues need to be considered, which are (i) at which point in time during its development should a segment of the financial system be regulated and, thus, be brought into the supervisory net. This is the issue of scope; and (ii) once a segment has been identified as needing supervision, what type of regulatory and supervisory regime should be imposed. This is the issue of intensity. Such a regulatory strategy will need to be regularly updated to stay abreast of market developments and contain, monitor, or control emerging risks, particularly in an environment where public confidence in financial systems is fragile and could be undermined easily by a crisis. The primary purpose of developing a regulatory strategy is to allow strategy and structure to be considered together. The agreed-upon structure should be such that it serves the strategy by allowing for scale economies and building capacity.
Regulatory scope
From the point of view of LICs, the reference point for determining regulatory scope needs to be the potential social costs of institution failure. Determining the scope requires a two-step process. First, following Carmichael and Pomerleano (2002) , one has to rank the nature of the particular financial promises being made by given groups of financial institutions.
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Financial promises can be distinguished according to three characteristics, which are (i) the inherent difficulty of honoring the promise; (ii) the difficulty faced by the consumer in assessing the creditworthiness of the promisor; and (iii) the adversity caused by promissory breach. If one is to rank the types of financial institutions in order of decreasing promissory intensity, banks would most likely be ranked first, followed by other deposit-taking institutions (credit cooperatives, credit unions, or microfinance organizations that take deposits), insurance companies, defined benefit pension funds, and securities companies. Such a ranking may differ slightly for country-specific reasons, but would be fairly generally applicable.
Once such a ranking has been established, in a second step, the relative size of a particular group of institutions, and possibly other considerations 28 enter the picture as a proxy for the systemic risk that this particular segment of the system would pose. So, once a sector that has been identified as "risky" in the first step has passed a certain threshold in terms of share in the financial system, the regulatory and supervisory net should be expanded to include this sector. This step also implies that, up to a certain point of development of a segment, it might be put on a lower priority in terms of supervision.
Applying this two-step framework can assist governments in determining whether, and at what point in time, a specific sector should fall under the supervisory umbrella. For instance, it would indicate that if two segments of the system are of the same relative size, priority should be given to that segment which, if it were to encounter problems, would give rise to the greatest loss of economic output and/or would require substantial public funds to resolve. Adopting this framework can also be of great help in avoiding regulatory gaps in the system. Based on this framework, credit cooperatives, credit unions, and deposit-taking microfinance institutions should probably (already) be regulated in a number of SSA countries. In the same vein, the insurance sector and securities business should already be supervised in some other countries. In this framework, the limited capacity issue is addressed by allowing governments to "grow into the regulatory supervisory business" instead of having to do everything at once and at the same intensity.
Decisions as to when a financial sector segment is "ripe" for supervision require judgment and knowledge of the local circumstances that go beyond the sheer interpretation of numbers. For instance, the size of the microfinance sector may just be at, say, 4 percent of the total financial sector, but even at that size a possible crisis in this segment (because it is not supervised properly), could spill over into the banking system, because in the eyes of the (not well-informed) population, the borderline between these two types of institutions could be vague.
Regulatory intensity
Once it has been decided that a sector needs to be regulated because of the (systemic) risks it poses, regulatory intensity comes into play: the authorities need to decide on the desired and desirable regulatory and supervisory intensity.
Regulatory intensity refers to (i) the nature and the number of prudential rules and regulations; 29 (ii) the reporting requirements for off-site monitoring; and (iii) the on-site inspection framework that should be imposed on a certain category of institutions.
30 Public oversight of a particular segment of the system might begin with a basic licensing regime, be extended to requiring occasional reports to be filed with the regulator, and, at its most intensive stage, and apply a specific set of prudential requirements with on-site and off-site monitoring. For example, applying an extensive set of prudential requirements to 29 The literature makes a distinction between three types of regulations: economic regulations encompassing rules regarding pricing, profits, entry and exit; information regulations governing information that needs to be provided to the supervisors and the public at large; and prudential regulations, which govern the stability of the business and its activities. 30 For instance, there is a broad consensus by now that deposit-taking institutions, other than banks, should have a lighter regulatory regime than banks (e.g., lower minimum capital, perhaps lower capital requirements), should have lower-frequency reporting requirements and longer cycles of on-site inspections (if at all necessary). On the regulation of credit cooperatives, see for instance, Cuevas and Fischer (2006) . On microfinance institutions, see Hardy, Holden, and Prokopenko (2002) , Christen, Lyman, and Rosenberg. (2003) , and Gulde, Wajid, and Vasquez (2005) . microfinance institutions might not be appropriate, but it would be appropriate to require them to be licensed and to file an annual or semi-annual return with their regulator. This reporting would provide indications regarding the growth of the sector and individual companies within it. Once the reported activities pass a certain threshold, which makes them systemically more important, the regulatory and/or supervisory regime could be intensified, either for some individual institutions or for the segment as a whole.
31
Decisions on regulatory intensity are important because they allow scarce supervisory resources to be allocated to the areas of highest risk to the system. Low regulatory intensity requires relatively few resources, since both off-site monitoring and on-site inspections need to be less intense for smaller, less-risk-prone sectors. Such "supervision-light" approach should result in less pressure on staff, and, therefore, alleviate the capacity constraints somewhat.
The cost of regulation
When adopting a regulatory strategy, it is important to bear in mind that regulatory scope and intensity have a direct bearing on the costs of regulation. Following Goodhart (1988) , we identify direct and indirect costs. 32 The direct costs are mainly the resource costs (staff, equipment, buildings), and one purpose of supervisory restructuring is to contain them through achieving scale economies. However, in the context of SSA developments, the indirect costs are also extremely relevant: excessive regulation, or regulation introduced at too early a stage in the development of a particular segment, could reduce competition and stifle innovation. In Africa's fledgling financial systems, regulatory intensity should be such that it does not kill new avenues to finance. The fact of being unregulated has certainly led some sectors in some countries to a certain degree of success in that it has provided access to finance for social groups that have no access to the regulated system. In bringing them under the regulatory umbrella, a balance needs to be struck between containing the risks that a sector poses and allowing it to grow and bring competition and innovation. 33 These considerations suggest that the primary focus of regulation should be on the risks to financial stability presented by a particular segment, and that the regulatory burden on other segments should be kept as light as possible to allow the process of financial deepening to progress.
V. A TYPOLOGY OF POSSIBLE MODELS
This section identifies five possible models of supervisory structure that might be relevant to countries of SSA-four with central bank involvement and one without (Table 4) . The weighting in favor of models with central bank involvement is deliberate, as it follows from one of the conclusions of the previous section-that there should be a role for the central bank in the supervisory process, and, certainly, in those countries where central banks already have a supervisory role.
The pros and cons of each of the models are reviewed in the light of the regulatory strategy presented in the previous section. One model would be unification of all supervision within the central bank (also called the Singapore model). The second one represents a structure whereby the supervisory agency has logistical and budgetary links to the central bank, but from a governance point of view, it could operate at arm's length from the central bank. Several variations of this model exist, but we have called it the Irish model. Models three and four are bi-polar with the central bank retaining or acquiring supervision over some sectors and another multi-sectoral agency taking the other ones. The fifth model is the "FSA model" with a unified supervisor outside the central bank.
Model 1-The Singapore model
The unification of all supervisory functions inside the central bank has several advantages. New supervisory activities could benefit from the existing ones (scope and scale economies), there would be no regulatory gaps and regulatory scope, and intensity could be built up smoothly-contentious inter-agency issues could be avoided. In addition, supervision could benefit from the central bank's infrastructure, budget, and expertise, and also from its prestige and, potentially, independence. Crisis management would be facilitated as well.
On the downside, the country would be faced with an extremely powerful institution. Some scholars see this as a potential drawback, although solid accountability arrangements should be able to keep this institution "in check" (Hüpkes, Quintyn and Taylor, 2005) . In addition, the commonly cited disadvantages of combining banking supervision and monetary policy (conflicts of interest, moral hazard) would apply in a particularly pronounced form. Moral hazard would be a particular concern if it led the customers of NBFIs to believe that they enjoyed the same level of protection as bank depositors. However, in the circumstances of SSA, the advantages of this model may be sufficient to outweigh these drawbacks, especially given the relative smallness of the NBFI sector. No tradition-has to start from scratch; capacity building needed; and coordination of crisis management with central bank still needed.
Model 2-The Irish model
The Irish model has most of the advantages of Model 1, but few of its drawbacks and therefore seems to be a model worth studying in developing countries. 34 Under this model, the supervisory function is closely linked to the central bank and yet remains at arm's length. The supervisory agency is legally separate from the central bank, is established under its own statute, and has it own governing board separate from that of the central bank (although there may be some overlap in the membership of the two boards).
35 36 However, the regulatory agency shares the infrastructure of the central bank (premises, IT systems, data collection), and its staff are employees of the central bank on the same terms and conditions as other central bank staff. This construction has the advantage that supervision can benefit from the central bank's logistical and budgetary support (scale economies with the central bank and scale economies as a unified supervisor). Since it is assimilated with the central bank, it can even benefit from the central bank's prestige and independence. On the other hand, because there is a distance with the central bank, the construction escapes the often-listed conflict of interest and moral hazard issues of supervision being too close to monetary policy.
As a unified supervisor, it can plan a strategy for regulatory scope and intensity, while avoiding any regulatory gaps. Crisis management should be easy to arrange, given the proximity of the central bank. Several variations on this model can be found, for example, in Finland and France, and (until recently) in Poland. Although South Africa provides an example of model 3, with banking supervision housed in the central bank, it also has some similarities with this model, as the governance structure for the banking supervision function is different from the one for the monetary policy function.
Model 3-Bi-polar with banking supervision in the central bank
The third model is a bi-polar or partially unified model. It leaves banking supervision with the central bank and regroups supervision of all other segments in a separate agency-often to be newly established. The main advantages of this model are that the central bank remains involved in the key sector-banking. Crisis management (at least for banking problems) and coordination with financial stability remain guaranteed and bank supervision can benefit from the central bank's infrastructure, independence, and prestige. Moreover, being in the central bank brings guarantees of reasonable salaries and high-quality staff. Success of this model depends largely on the way the other supervisory agency is set up and how it operates. Usually, the institution has to be built up from the ground and needs to be endowed with an appropriate governance structure and budgetary autonomy in order to be an independent and effective supervisor. In many developing countries, it has proven extremely difficult to establish new agencies without political interference and to staff them with competent people. As indicated above, Mwenda (2004) observes that the Pension and Insurance Authority in Zambia lacks many features that could make it an independent and, therefore, effective supervisor, such as the fact that the registrar is nominated by the minister of finance, has reporting lines to the permanent secretary-who also has budgetary controland that staff has no judicial immunity.
This model has other drawbacks as well, which are (i) some deposit-taking institutions or bank-like entities will be outside the scope of the central bank's supervision, and yet they might be significant from a financial stability perspective; (ii) scope economies are hard to realize because the segments with a potential for scope economies-banks and deposit-taking NBFIs-are supervised by separate agencies; and (iii) the stand-alone agency may lack adequate funding and resources, especially if it has to rely on appropriations from the general government budget. On the positive side, the agency can gradually widen its regulatory scope and vary regulatory intensity, since it is responsible for all sectors excepting the banking sector.
Model 4-Bi-polar with supervision of all deposit-taking institutions in the central bank
This model differs from the previous one in that all deposit-taking activities (including, for example, credit cooperatives and microfinance institutions) are supervised by the central bank and all other financial sectors by a newly established agency. In addition to the advantages listed for model 3, this model has the added advantage that the central bank supervises all those institutions that are most likely to be significant from a system-stability perspective. It can therefore decide on the regulatory scope and on the regulatory intensity (and aim for a level playing field) for these sectors, and, hence, benefit from scale-and-scope economies in its operations. Transitions among deposit-taking institutions are also facilitated, e.g., if a credit cooperative or a microfinance institution "graduates" to become a bank. Also, regulatory gaps in the deposit-taking business are eliminated in this model. The issues discussed above for model 3 with respect to the establishment of a separate agency from scratch are the same in this case. However, the advantage of this model is that it brings the supervision of all banks and bank-like entities together under one roof in the central bank. The new agency has a wide(r) variety of types of institutions in its supervisory net, but scale economies can be reaped nonetheless.
Model 5-The U.K.-FSA model A unified regulator outside the central bank seems the least desirable for developing countries. As discussed earlier, the conglomerates-argument and the blurring-of-boundaries argument are not applicable in largely bank-dominated financial systems. Moreover, not involving the central bank in the supervisory process and instead starting a new institution from scratch will be very demanding in terms of institution and capacity building. In the absence of the need to supervise financial conglomerate groups, the only advantages with this model are that (i) economies of scale can be realized-although it may take some time for them to become apparent, given the extent of institution building that is required; (ii) there will be no regulatory gaps; and (iii) the central bank will not be too powerful and there will be no moral hazard problems in the central bank.
Synthesis
On balance, the two models that seem to have the most to recommend them in the circumstances of SSA are Models 2 and 4:
• Both models take advantage of the central bank's prestige and capacity, which makes capacity building (and retention) easier and faster. As discussed earlier, it is easier for a central bank with an established reputation to attract new staff;
• Both keep the systemically most significant financial activities (as defined above) within the central bank. With this, it allows the central bank to work out a supervisory strategy around regulatory scope and intensity and, at the same time, to enjoy scale-and-scope economies;
• Both allow for crisis management coordination and for coordination with financial stability policies within the central bank;
• Model 4 allows the agency responsible for nondeposit-taking institutions to build up capacity smoothly (the to-be-supervised sectors are typically still small) and establish its own supervisory culture. Transfer of personnel from the central bank to the new agency can be minimal, so the cultural adjustment will be minimal, too; and
• Regulatory gaps can be completely avoided in Model 2 and are very unlikely in Model 4, because there is a relatively clear boundary between the types of activities supervised by both institutions.
As indicated, country-specific circumstance may always justify the selection of another model, either one of those discussed above, or another country-specific one. This paper only intended to guide the debate somewhat by presenting an analytical framework that sheds light on the most critical issues in the selection process and by highlighting pros and cons of potential models that fit the strategy.
VI. CONCLUSIONS
Financial sector development in SSA has entered a new stage. In the wake of numerous banking crises in the 1980s and 1990s, renewed efforts to build more sound financial systems and to address the issues of access to financial services are beginning to bear fruit. In several countries of SSA, financial sector development is accelerating. New types of financial intermediaries are surfacing and, slowly, becoming systemically significant.
However, the success of efforts to bring about financial deepening also requires the parallel development of supervision and regulation. Indeed, lack of regulation and supervision could lead to new crises that might quickly erode the achieved results of the past decade. However, as this paper has shown, supervisory structures in SSA-perhaps with the exception of bank supervision-are underdeveloped or even nonexistent.
The past decade and a half have seen increased recognition of the importance of the issue of the institutional structure of regulation for the efficiency and effectiveness of regulation, leading many countries to revisit their institutional arrangements. Their experiences provide a body of knowledge on which SSA (and LICs more broadly) can draw. However, it is equally important to bear in mind that the institutional structure is only one element of an overall regulatory reform package. In particular, in the SSA case, the effort to (re)build the institutional structure needs to be accompanied by measures to strengthen regulatory frameworks and supervisory capacity. This paper's contribution to the debate has consisted of presenting an analytical framework that allows individual countries to make decisions about the most desirable and effective institutional structure in an evolutionary manner. The two most important factors to be taken into account in this framework are the countries' capacity constraints and the need to keep a role for the central bank in the supervisory process.
Our response to these issues is to recommend that countries develop what we have called a "regulatory strategy." This should be built around two types of decisions to develop regulatory capacity: (i) at which point in time in its development should a segment of the financial system be regulated and, thus, be brought into the supervisory net? This is the issue of regulatory scope; and (ii) once a segment has been identified as needing supervision, what type of regulatory and supervisory regime should be imposed? This is the issue of regulatory intensity. Following Chandler's remarks on strategy and structure, we have suggested that the institutional structure of regulation should be designed in light of a country's regulatory strategy.
Finally, we have reviewed some possible supervisory models for SSA in light of this framework. Out of the five models discussed, two seem to have the most to recommend them in the circumstances of SSA. The first one has the (unified) supervisory entity linked to the central bank (in terms of infrastructure and logistics), but with a separate governance structure. The second one is a bi-polar model with supervision of all deposit-taking institutions housed in the central bank and supervision of all other NBFIs in a separate agency. Both models preserve an important role in supervision for the central bank, which is deemed important under the current circumstances. They also allow the supervisory agency-in varying degrees, however-to benefit from the central bank's prestige and capacity, minimizing the possibility of regulatory gaps.
